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O R D E R 
 

 On April 15, 1999, Kentucky Power Company d/b/a American Electric Power 

(“Kentucky Power”), American Electric Power Company, Inc. (“AEP”), and Central and 

South West Corporation (“CSW”) (collectively, the “Joint Applicants”) applied to the 

Commission for an Order: (1) declaring that the merger of CSW and AEP, with AEP 

being the surviving entity, may be consummated without Commission approval or, 

alternatively, approving pursuant to KRS 278.020(4) and 278.020(5), the proposed 

regulatory plan and authorizing other steps necessary to implement the regulatory plan; 

(2) approving a tariff providing a net merger savings credit for Kentucky Power 

customers; and (3) making certain findings concerning the deferral of certain merger-

related expenses in conformity with SFAS 71. 

 On April 20, 1999, the Commission established a procedural schedule that 

provided for discovery, an evidentiary hearing, and an opportunity for parties to file 

briefs.  The Commission granted full intervention to the following entities: Attorney 

General’s Office of Rate Intervention (“AG”), Kentucky Industrial Utility Customers 

(“KIUC”), and Kentucky Electric Steel Corporation (collectively, the “Intervenors”).  
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Following several conferences held under the Commission’s auspices, the parties 

resolved all disputed issues and executed a “Stipulation and Settlement Agreement” 

which they filed with the Commission on May 24, 1999.  The Commission held a public 

hearing in this matter on May 28, 1999, at the Commission’s offices in Frankfort, 

Kentucky. 

OVERVIEW OF THE TRANSACTION 

 Kentucky Power, a Kentucky corporation, owns and operates facilities engaged 

in the generation, transmission, distribution and sale of electricity.  It serves 

approximately 170,000 customers in the eastern Kentucky counties of Boyd, Breathitt, 

Carter, Clay, Elliott, Floyd, Greenup, Johnson, Knott, Lawrence, Leslie, Letcher, Lewis, 

Magoffin, Martin, Morgan, Owsley, Perry, Pike, and Rowan.  It also supplies electricity 

to public utilities and municipalities in Kentucky for resale.  Kentucky Power is a utility 

subject to Commission jurisdiction.  KRS 278.010(3)(a).   

 AEP, a New York corporation, is a holding company registered under the Public 

Utility Holding Company Act of 1935.1  It owns, directly or indirectly, all of the 

outstanding common stock of seven domestic electric utility operating subsidiaries: 

Appalachian Power Company, Columbus Southern Power company, Indiana Michigan 

Power Company, Kentucky Power, Kingsport Power Company, Ohio Power Company 

and Wheeling Power Company.  Its subsidiaries provide electricity to over 3 million 

customers in Kentucky, Indiana, Michigan, Ohio, Tennessee, Virginia, and West 

Virginia. 

                                             
1 15 U.S.C. §79 et seq. 
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 CSW, a Delaware corporation, is a holding company registered under the Public 

Utility Holding Company Act of 1935.  It owns all of the outstanding common stock of 

four domestic electric utility operating subsidiaries:  Central Power and Light Company, 

Public Service Company of Oklahoma, Southwestern Electric Power Company and 

West Texas Utilities Company.  These subsidiaries provide electricity to over 1.7 million 

customers in areas of Texas, Oklahoma, Arkansas and Louisiana. 

 On December 21, 1997, AEP and CSW, with the approval of their respective 

Boards of Directors, executed a merger agreement.  Under the terms of this agreement, 

shareholders of CSW will receive .6 of a share of AEP stock for each share of CSW 

common stock, resulting in CSW shareholders acquiring 40 percent of AEP’s common 

stock.  The four CSW domestic utility subsidiaries will become AEP subsidiaries.  AEP’s 

Board of Directors will be expanded from 12 to 15 members, with two AEP board 

members retiring.  Five directors, formerly on the CSW Board of Directors, will be 

selected to serve upon AEP’s Board. 

 The Joint Applicants estimate that the proposed merger will produce 

approximately $2.4 billion in non-fuel savings over a 10-year period.  After considering 

the cost to achieve these savings and pre-merger initiatives, the proposed merger is 

estimated to produce net merger savings of $1.965 billion.  Of this amount, Kentucky 

Power will be allocated $73.8 million.  These savings are expected to result from the 

elimination of duplicative functions and positions and greater economies of scale the 

merger is expected to produce.   

 Because of the geographical area served by the Joint Applicants and their 

affiliates and the nature of their operations, the utility regulatory commissions of six 
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states,2 the Federal Energy Regulatory Commission (“FERC”), the Securities and 

Exchange Commission (“SEC”), the Federal Trade Commission (“FTC”), the United 

States Department of Justice (“DOJ”), and the Nuclear Regulatory Commission (“NRC”) 

must approve the proposed merger.  As of May 28, 1999, the NRC, Arkansas Public 

Service Commission, Indiana Utility Regulatory Commission, and Oklahoma 

Corporation Commission have granted their approval. 

STIPULATION AND SETTLEMENT AGREEMENT 

 On May 24, 1999, the parties filed a “Stipulation and Settlement Agreement” 

(“Settlement Agreement”) with the Commission. The most significant features of the 

Settlement Agreement are described below. 

 Merger Savings.  The Settlement Agreement provides for the implementation of a 

Net Merger Savings Credit (“Merger Credit”) tariff that will reduce customers’ bills 

beginning in the first full billing month 30 days after the consummation of the merger.  

The Merger Credit will appear on each customer’s monthly bill and will be based upon 

kWh consumption.  The Merger Credit reflects non-fuel related merger savings and the 

associated merger costs based on estimated values included in AEP’s merger filing with 

the FERC.  Although the amounts are only estimates, the Joint Applicants have 

committed to guarantee their estimate of net merger savings.  Associated merger costs 

                                             
2 Arkansas, Louisiana, Oklahoma, Texas, Indiana, and Kentucky.  See Joint 

Applicants’ Response to the Commission’s Order of April 28, 1999, Item 2. 
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have been classified by AEP as either “Cost to Achieve” or “Change in Control 

Payments.”3 

The Merger Credit will be in effect for an initial eight-year period, with all 

associated merger costs amortized over the same eight years.  The Cost to Achieve the 

merger will be shared by both customers and shareholders of AEP, while the Change in 

Control Payments will be borne solely by AEP shareholders.  At the completion of the 

initial eight years, customers will have received 55 percent, or $28.365 million, of the 

total net merger savings for the period.4  The Merger Credit will continue beyond the 

initial eight-year period, reflecting the gross merger savings estimated for the eighth 

year, and will be allocated between customers and shareholders in the same manner as 

was utilized during the initial eight-year period.  This annual amount of customer 

savings will be $5.243 million and will continue until Kentucky Power’s next base rate 

case which will allocate total gross merger savings to customers.  Should Kentucky 

Power file a base rate case during the initial eight-year period, the Merger Credit will 

remain in effect.  Any legislatively mandated rates that are part of any legislation 

enacted to deregulate the electric industry in Kentucky will not diminish or offset, but will 

be in addition to, the bill reductions established in the Settlement Agreement. 

Rate Moratorium.  The Settlement Agreement provides that Kentucky Power will 

not request a general increase in its existing base rates and charges that will be 

                                             
3 The Change in Control Payments relate to a special incentive plan adopted by 

CSW for 16 key employees in October 1996.  See Joint Applicants’ Response to  
Commission Staff’s Information Request (requested at the informal conference of April 
22, 1999), Item 4 at 61. 

 
4 See Settlement Agreement, Attachment A.  The annual Merger Credit amount 

ranges from $1.464 million to $4.626 million during the initial eight-year period. 
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effective prior to January 1, 2003, or three years from the effective date of the merger, 

whichever is later.  Kentucky Power’s fuel adjustment clause, environmental surcharge, 

demand side management adjustment clause and system sales tracker are not included 

in this rate moratorium.   Kentucky Power, moreover, may seek a general rate 

adjustment during the moratorium period if, after a public evidentiary hearing, the 

Commission determines that events constituting a force majeure as defined in the 

Settlement Agreement have occurred.  The Intervenors have agreed not to seek a 

reduction in base rates during the rate moratorium period.  The Settlement Agreement 

does not preclude the Commission from initiating proceedings to investigate Kentucky 

Power’s rates should it find that circumstances warrant such proceedings. 

Fuel Savings.  The Settlement Agreement provides that all savings of fuel and 

purchase power expenses that result from the proposed merger will flow directly to 

Kentucky Power’s retail customers through its existing fuel adjustment clause 

mechanism.  AEP further agrees to hold Kentucky Power’s native load customers 

harmless from higher replacement power costs or foregone revenues caused by current 

AEP operating companies supplying power to the service area of the CSW operating 

companies.  

Environmental Surcharge Litigation.  The Settlement Agreement seeks to resolve 

all outstanding matters involving Kentucky Power’s environmental surcharge 
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mechanism. It requires the dismissal of all appeals,5 including the Commission’s, now 

before the Kentucky Court of Appeals involving the Commission’s Orders in Case No. 

96-489.6  All parties will dismiss their appeals without prejudice.  The Settlement 

Agreement further provides that Kentucky Power may, beginning January 1, 2000, 

recover through its environmental surcharge mechanism the costs associated with the 

low NOx burners for Big Sandy Generating Units No. 1 and No. 2.  Kentucky Power will 

forego any recovery of costs eligible for recovery prior to January 1, 2000.7  The 

Settlement Agreement also provides that the Commission’s most recent review8 of 

Kentucky Power’s environmental surcharge be closed without further adjustment. 

                                             
5 Kentucky Power Company d/b/a American Electric Power v. Kentucky Public 

Service Commission, et al., No. 1998-CA-001337 (filed July 25, 1998); Com. of Ky., ex 
rel., A. B. Chandler, III, Attorney General v. Kentucky Public Service Commission, et al., 
No.1998-CA-001344 (filed July 28, 1998); Kentucky Industrial Utility Customers, Inc. v. 
Com. of Ky., ex rel., A.B. Chandler, III, Attorney General, No. 1998-CA-001417 (filed 
July 25, 1998); Kentucky Public Service Commission v. Com. of Ky., ex rel., A.B. 
Chandler, III, Attorney General, No. 1998-CA-001455 (filed July 27, 1998);  Kentucky 
Power Company v. Kentucky Public Service Commission, et al., 1998-CA-002476  (filed 
Oct. 1, 1998).  

 
6 Case No. 96-489, Application of Kentucky Power Company d/b/a American 

Electric Power to Assess a Surcharge under KRS 278.183 to Recover Costs of 
Compliance with the Clear Air Act and Those Environmental Requirements Which Apply 
to Coal Combustion Waste and By-Products. 

 
7 In Commonwealth of Kentucky ex rel. Chandler v. Kentucky Public Service 

Commission, Nos. 97-CI-01138, 97-CI-01144, 97-CI-01319 (Ky. Franklin Cir. Ct. May 
14, 1998), the Franklin Circuit Court reversed in part the Commission’s Order of 
May 27, 1997 and directed the Commission to permit Kentucky Power’s recovery of low 
NOx burner costs incurred after May 19, 1997. 

 
8 Case No. 98-624, An Examination By The Public Service Commission of The 

Environmental Surcharge Mechanism of Kentucky Power Company d/b/a American 
Electric Power As Billed From January 1, 1998 to June 30, 1998. 
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Affiliated Standards.  The Settlement Agreement provides for affiliate standards 

and guidelines that will apply to transactions between AEP operating companies and 

their affiliates.  These standards will take effect upon the consummation of the merger 

and remain in effect “until new affiliate standards imposed by either the Commission or 

by the General Assembly.”9 

Quality of Service.  The Settlement Agreement requires Kentucky Power and 

AEP to maintain service quality and reliability at existing levels. Kentucky Power and 

AEP agree to provide annually service reliability reports addressing the duration and 

frequency of customer disruptions and annual Call Center performance measures for 

those centers that handle Kentucky customer calls.  They also commit to compile 

outage data detailing each circuit’s reliability performance to identify and resolve 

reliability problems. 

Most Favored Nations Provision.  The Joint Applicants agree that if, in 

connection with the proposed merger, any state or federal regulatory commission 

imposes conditions on AEP that would benefit ratepayers in one jurisdiction, equivalent 

net benefits and conditions will be extended to Kentucky retail customers. 

COMMISSION FINDINGS 

Having thoroughly reviewed the Settlement Agreement, the Commission finds 

that the Settlement Agreement represents a reasonable resolution to the issues 

surrounding the proposed merger and should be approved.  The Settlement Agreement 

allows for a fair and equitable distribution of the merger benefits between ratepayers 

                                             
9 Settlement Agreement at 6. 
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and shareholders and protects Kentucky Power ratepayers from many of the potential 

risks posed by the merger.    

The Commission notes that the Settlement Agreement imposes new reporting 

requirements on Kentucky Power in the areas of service quality and reliability.  While we 

recognize the difficulties presented by the terrain and topography in portions of 

Kentucky Power’s service territory, the Commission reminds Kentucky Power that its 

top priority must be service quality and reliability.  In the event that Kentucky Power’s 

quality of service experiences a decline, the Commission is prepared to require 

additional measures be taken. 

The Commission also notes that the Settlement Agreement will end the lengthy 

and extensive litigation surrounding Kentucky Power’s environmental surcharge 

mechanism.   By this Order, we approve in principle those provisions and authorize our 

legal counsel to take all actions necessary to implement the Settlement Agreement’s 

provisions and to dismiss all outstanding appeals pending before the Kentucky Court of 

Appeals.  Because the issues dealing with Kentucky Power’s environmental surcharge 

mechanism are addressed in other Commission proceedings that have not been 

consolidated with this proceeding, however, the Commission must implement certain of 

the provisions related to that mechanism through Orders in those proceedings.  The 

Commission will issue those Orders as soon as possible.10  

                                             
10 Within the next few days, the Commission will issue an Order in Case No. 98-

624 to close Kentucky Power’s current environmental surcharge proceedings.  
Implementing the provisions related to the recovery of the costs associated with the low 
NOx burners for Big Sandy Generating Units No. 1 and No. 2 will require the issuance 
of an Order in Case No. 96-489.  That action will occur upon dismissal of all outstanding 
appeals. 

 



 -10-   

REPORTING REQUIREMENTS 

 In previous cases,11 the Commission has determined that to effectively monitor 

the activities of the jurisdictional utility, its parent company and related subsidiaries, and 

to protect ratepayers, certain additional reports should be furnished by the jurisdictional 

utility to the Commission on an annual, periodic, or other basis as appropriate.  The 

Commission finds that similar requirements are appropriate in this case as well.12 

Periodic Reports 

 The annual financial statements of AEP should be furnished, including 

consolidating adjustments of AEP and its subsidiaries with a brief explanation of each 

adjustment and all periodic reports filed with the SEC.13  All subsidiaries should prepare 

and have available monthly and annual financial information required to compile 

financial statements and to comply with other reporting requirements.  The financial 

statements for any non-consolidated subsidiaries of AEP should be furnished to the 

Commission. 

                                             
11 See, e.g., Case No. 10296, The Application of Kentucky Utilities Company to 

Enter Into an Agreement and Plan of Exchange and to Carry Out Certain Transactions 
in Connection Therewith (Oct. 6, 1988); Case No. 89-374, Application of Louisville Gas 
and Electric Company for an Order Approving an Agreement and Plan of Exchange and 
to Carry Out Certain Transactions in Connection Therewith (May 25, 1990); Case No. 
94-104, Application of the Cincinnati Gas & Electric Company and CINergy Corp. for 
Approval of the Acquisition of Control of The Union Light, Heat & Power Company by 
CINergy Corp. (May 13, 1994); Case No. 97-300, Joint Application of Louisville Gas and 
Electric Company and Kentucky Utilities Company for Approval of Merger 
(Sept.12,1997). 

 
12 The imposition of these requirements is consistent with KRS 278.020(5), KRS 

278.230 and Paragraph 8 of the Stipulation and Settlement Agreement. 
 
13 The requested SEC reports include, but are not limited to, the U5S and U-13-

60 reports. 
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 AEP should also furnish the following reports on an annual basis: 

1. A general description of the nature of intercompany transactions with 

specific identification of major transactions, and a description of the basis upon which 

cost allocations and transfer pricing have been established.  This report should discuss 

the use of the cost or market standard for the sale or transfer of assets, the allocation 

factors used, and the procedures used to determine these factors if they are different 

from the procedures used in prior years. 

2. A report that identifies professional personnel transferred from Kentucky 

Power to AEP or any of the non-utility subsidiaries and describes the duties performed 

by each employee while employed by Kentucky Power and to be performed subsequent 

to transfer. 

 AEP should file on a quarterly basis a report detailing Kentucky Power’s 

proportionate share of AEP’s total operating revenues, operating and maintenance 

expenses, and number of employees. 

Special Reports 

 Other special reports should be furnished to the Commission as necessary.  In 

anticipation that transfers of utility assets and investments by AEP will occur in the 

future, AEP should file any contracts or other agreements concerning the transfer of 

such assets or the pricing of intercompany transactions with the Commission at the time 

the transfer occurs. 

 AEP should also file the following information: 

1. A quarterly report of the number of employees of AEP and each subsidiary 

on the basis of payroll assignment. 
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2. An annual report containing the years of service at Kentucky Power and 

the salaries of professional employees transferred from Kentucky Power to AEP or its 

subsidiaries filed in conjunction with the annual transfer of employees report. 

3. An annual report of cost allocation factors in use, supplemented upon 

significant change. 

4. Summaries of any cost allocation studies when conducted and the basis 

for the methods used to determine the cost allocation in effect. 

5. An annual report of the methods used to update or revise the cost 

allocation factors in use, supplemented upon significant change. 

6. Current Articles of Incorporation and bylaws of affiliated companies in 

businesses related to the electric industry or that would be doing business with AEP. 

7. Current Articles of Incorporation of affiliated companies involved in non-

related business. 

 After consummation of the merger, AEP will remain a registered holding 

company under the Public Utility Holding Company Act of 1935 and under the oversight 

of several regulatory bodies. Where the same information sought in these reports has 

been filed with the SEC, FERC, or another state regulatory commission, AEP may 

provide copies of that filing rather than prepare separate reports.  Further, AEP may 

request the Commission to review these reporting requirements after the merger is 

completed to determine if the documentation being provided is either excessive or 

redundant. 

 The Commission recognizes that the proposed merger has not yet received all 

necessary regulatory approvals.  Consequently, the form or substance of the anticipated 
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benefits of the merger might ultimately vary from those reviewed in this case. To the 

extent that the merger is subject to conditions or changes not reviewed in this case, the 

Joint Applicants should amend their filing to allow the Commission and all parties an 

opportunity to review the revisions to ensure that Kentucky Power and its customers are 

not adversely affected and that any additional benefits flow through the favored nations 

clause. 

MOTION FOR REHEARING 

 The Kentucky Association of Plumbing-Heating-Cooling Contractors, Inc. and 

Kentucky Propane Gas Association (collectively “Contractors”) have moved for 

reconsideration of the Commission’s Order of May 20, 1999 in which we denied their 

application for full intervention.  In support of their motion, the Contractors state that 

they have an interest in this proceeding as the Joint Applicants have not expressly 

precluded the possibility of competing with their members or to refrain such competition 

pending completion of Administrative Case No. 369. 14 

Having considered the motion, the Commission does not find good cause to 

modify its May 20, 1999 Order. While the Commission acknowledges the Contractors’ 

concerns regarding utility affiliate transactions, these concerns are more appropriately 

addressed in Administrative Case No. 369, which was initiated specifically to review 

these issues as they relate to all regulated utilities.  Moreover, Commission approval of 

the Settlement Agreement neither binds nor limits our ability to deal with the issue of 

affiliated transactions.  The Settlement Agreement contains no provision limiting the 

                                             
14 Administrative Case No. 369, An Investigation of The Need For Affiliate 

Transaction Rules and Cost Allocation Requirements For All Jurisdictional Utilities. 
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scope of our discretion in this area.  It specifically provides that its affiliate standards 

“apply from the date of closing of the merger until new affiliate standards imposed by 

state legislation or State Commission action become effective.”  Settlement Agreement 

at 6.  

SUMMARY 

 After consideration of the evidence and being otherwise sufficiently advised, the 

Commission finds that: 

1. The proposed merger of AEP and CSW will result in an indirect change in 

control of Kentucky Power and therefore requires prior Commission approval.  KRS 

278.020(4) and (5). 

2. The proposed merger of AEP and CSW and the resulting indirect change 

in control of Kentucky Power is in accordance with law, for a proper purpose, and with 

the conditions and assurances established herein consistent with the public interest. 

3. AEP and Kentucky Power have and, upon completion of the proposed 

merger, will retain the financial, managerial and technical abilities to provide reasonable 

utility service. 

4. The “Stipulation and Settlement Agreement,” appended hereto, is 

reasonable, does not conflict with any regulatory principle and should be approved. 

5. The Contractor’s Motion for Reconsideration should be denied. 

6. AEP and Kentucky Power should file the reports and other information as 

specifically set out in this Order. 

7. The Joint Applicants should submit copies of final approval received from 

the FERC, SEC, FTC, DOJ, and all state regulatory commissions to the extent that 
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these documents have not been provided.  With each submittal, the Joint Applicants 

shall further state whether Paragraph 10 of the Settlement Agreement requires changes 

to the regulatory plan approved herein. 

 IT IS THEREFORE ORDERED that: 

1. The Joint Applicants’ Application for an Order declaring that the merger of 

AEP and CSW is not subject to approval pursuant to KRS 278.020(4) or (5) is denied. 

2. The terms and conditions set forth in the Settlement Agreement, a copy of 

which is appended hereto, are adopted and approved and are incorporated into this 

Order as if fully set forth herein. 

3. The proposed merger transaction and resulting indirect transfer of control 

are approved, subject to additional review in the event that the merger or the anticipated 

benefits are changed or modified as a result of action by other regulatory agencies. 

4. The proposed Net Merger Savings Credit Tariff is approved.   

5. Within 20 days of the date of this Order, Kentucky Power shall file revised 

tariff sheets reflecting the approved Net Merger Savings Credit Tariff.  

6. AEP and Kentucky Power shall comply with all reporting requirements 

described herein. 

7. The Kentucky retail jurisdictional share of the estimated transaction, 

regulatory processing and transition costs incurred to merge and combine AEP and CSW 

shall be deferred and amortized for recovery over eight years.  This amortization shall 

begin with the date of the combination and shall continue for eight years on a straight-line 

basis.



 

8. The Joint Applicants shall within five days of the consummation of the 

proposed merger file a written notice setting forth the date of merger and the effective 

date of the Net Merger Saving Credit Tariff. 

9. The proposed settlement of outstanding litigation involving Kentucky 

Power’s environmental surcharge mechanism, as set forth in the Settlement Agreement, 

is approved.  Commission counsel is authorized to execute all necessary documents to 

dismiss all appeals identified in Footnote 6 of this Order. 

10. The Contractors’ Motion for Reconsideration is denied. 

 Done at Frankfort, Kentucky, this 14th day of June, 1999. 
 
 

By the Commission 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
ATTEST: 
 
 
________________________ 
Executive Director 














































































